SOJTHERN CALI FORN A SUNBELT DEVHLCPERS, | NC
| BLA 97-348 Deci ded March 9, 1999

Appeal s fromseparat e deci sions of the PalmSprings - South Qoast
Resource Area Manager adjusting the rental for right-of-way grants CA 14379
and CA-14632 and denandi ng back rental and royalty paynents.

Set asi de and renanded.

1. Appraisal s--Federal Land Policy and Managenent Act of
1976: R ghts-of - Vdy--R ght s-of - Vdy: Apprai sal s

An increase in the annual rental charge for a right-of-
way W Il be set aside and the case renmanded for further
consi deration where an anal ysis of the record

est abl i shes that the BLMdeci sion increasing the rental
was in conflict with the underlyi ng apprai sal on which
the newrental was putatively based and no adequat e
expl anation for BLMs actions is provided.

APPEARANCES.  Dan Baer, President, and Laura M Reynol ds, Administrator,
Southern Galifornia Sunbelt Devel opers, Inc., for appellant; Julia
Dougan, Held Manager, Palm Springs - South hast Held Gfice, Bureau
of Land Managenent, North PalmSprings, Galifornia, for the Bureau of
Land Managenent .

(P N ON BY ADM N STRATI VE JUDE BURX

Southern Galifornia Sunbelt Devel opers, Inc. (SC), has appeal ed
fromseparate decisions of the PAlmSprings - South Goast Resource Area
Manager, Bureau of Land Managenent (BLM, dated April 8, 1997, readjusting
the rental for right-of-way grants CA 14379 and CA-14632. By Oder dated
July 3, 1997, we stayed inpl enentation of these decisions pendi ng
substantive review by this Board. Ve now di ssol ve our stay, set aside the
deci si ons appeal ed, and renand the case for further action as outlined
bel ow

The right s-of -way i nvol ved had been i ssued for the purpose of
producing and selling electricity generated fromw nd energy. 1/ Both
rights-of-way had originated as part of right-of-way CA 13983 whi ch had
i ssued on

1/ The history of these rights-of-way is set out in sone detail in our
recent decision in Southern CGalifornia Sunbelt Devel opers, Inc., 147 |BLA
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March 13, 1983, to Aztec Energy Gorporation (Aztec). As originally issued
to Aztec, Section B 7. of the right-of-way provided for an annual rental of
$1,800 or 2 percent of the annual gross revenues recei ved fromthe sal e of
el ectrical energy produced fromthe wnd resources "if the annual rental
paynent is less than this royalty."

Efective Septenber 9, 1983, a portion of CA 13983 consi sting

of certainlands wthinsec. 34, T. 3S, R 5 E, San Bernardi no Base
Meri di an, aggregating 411 acres, was assigned fromAztec to Gapco H nanci al
Servi ces (CGapco) under serial number CA 14379. Section B.7. of this right-
of -way provided for an annual rental of $5,918.40 (i.e., $14.40 per acre).
It further provided that "In addition, the Holder shall pay the ULhited
Sates aroyalty of two (2) percent of the annual gross revenues recei ved
fromthe sale of electrica energy produced fromw nd resources, if the
annual rental paynent is less than this royalty.” Thereafter, another
portion of CA-13983, this tine consisting of lands wthin secs. 24 and

28, aggregating 761. 74 acres, was assigned to CGapco and serialized as
CA-14632. This right-of-way provided for an annual rental of $10, 969. 06
(i.e., $14.40 per acre), and further provided, in | anguage replicating the
| anguage used in CA 14379, for a royalty of 2 percent of the annual gross
revenues received fromthe sale of electrical energy, "if the annual rental
paynent is less than this royalty."

Capco eventual |y assigned both rights-of -way to SCSDin 1986. It
shoul d be noted that, on Novenber 16, 1991, SC3D relinqui shed sec. 24 of
right-of-way CA14632. This fact was apparently not reflected in BLMs
records until relatively recently. 2/

By letter dated Septenber 14, 1995, SCSD was notified that, based
on requests by a nunber of wnd energy right-of-way hol ders that BLM
reeval uate the rental s and royal ti es whi ch they were payi ng, BLM had
decided to reapprai se the fair market value of all wnd energy rights-of-
way. This letter further inforned SCSD that BLMintended to contract wth
athird party to conduct this reapprai sal and that SCSD woul d be assessed
its pro rata share of the contract costs. By letter dated Septenber 22,
1995, SCSD was advised that its apportioned cost of apprai sal woul d be
$16, 150, with $7,550 attributed to CA 14632 and $8,600 attributed to
CA-14632. 3/

fn. 1 (continued)

266 (1999). V¢ note that in our decision therein, we affirned the
determnation of the Area Manager to termnate right-of -way CA 14379. This
does not noot the instant appeal wth respect to that right-of-way,
however, since SCSD would be liable for past rental s through the date of
termnation.

2/ Wether this failure to correctly adjust for the decrease in acreage
resulted in an overpaynent of royalties is a matter subsequently anal yzed
inthe text of this decision.

3/ Wile the record indicates that SCSD after protest, ultimately paid at
[east $7,470 as costs for reapprai sing right-of-way CA 14632, we know of no
regul ati on or statute which authorizes the assessnent of hol ders of rights-
of -way for costs attributed to the reapprai sal of the value of a right-of-
way.

148 | BLA 20

WAW Ver si on



| BLA 97-348

Pursuant to contract, Sephen J. Herzog, an enpl oyee of Robert Ford &
Associ ates, Inc., conducted an apprai sal of BLMsites in the area of the
San Gorgoni o and Tehachapi Passes in southern Galifornia. On My 28,

1996, Herzog submitted his Appraisal Report. 4/ This docunent extensively
revi eved both the historic devel opnent  of and recent trends in the w nd
energy industry. A nunber of negative factors presently facing the
industry were noted. Included among these were: the fact that a nunber of
favorabl e contracts which wnd energy producers had entered into wth
electrical utilities (normally referred to as Interim3andard Gfer No. 4
or SOt contracts) were expiring, which would likely result in a drastic
dimnution in incone for wnd projects; 5 the determnation of the Federal
Energy Regul at ory Gonmissi on (FEROQ that the B ennial Resource M an Lpdat e
(BRPY adopted by the Galifornia Public Wilities Gommssion (CPUQ in
1993, which had provided a najor stimilus to the wnd industry, violated

fn. 3 (conti nued)

Wii | e the Board has, on one occasion, expressly authorized the
assessnent of an applicant for the costs associated wth the initial
appraisal of a right-of-way (see D abl o Gonmuni cations, 128 | BLA 377, 380
(1994)), the Board is unaware of any deci sional precedent or regul ation
whi ch aut hori zes or even contenpl ates that hol ders of rights-of-way wll be
liable for costs associated wth reappraising existing rights-of-way. To
the extent that BLMattenpted to justify this assessnent as recoupnent of
noni toring costs, we note that not only do we not view such reappraisal s as
"nonitoring” wthin the confines of 30 CF. R § 2808.4, but woul d al so
point out that that regulation clearly provides that nonitoring costs will
be recouped as a one-tine fee prior to issuance of the right-of-way. See
43 CF.R § 2808.4(b) ("No right-of-way grant or tenporary use pernit shal |
be issued until the required paynent is nade").

V¢ note, however, that SC3D did not appeal fromassessnent of these
costs and this issue is not, therefore, properly before the Board.

4/ The Appraisal Report consists of initial sections covering both an
industry overview and a general i zed anal ysis of narket data, aggregating
167 pages, nunbered consecutively. This is followed by a section which

i ndi vidual |y apprai ses each of the BLMrights-of-way. Each evaluation is
individual ly nunbered. Afinal section, entitled "H nal Qoncl usions,"
appears after the last BLMright-of-way appraisal and it is al so
individually nunbered. The initial sections of the Appraisal Report wll

be cited as "Apprai sal Report at ," the individual valuations wll be
cited as either "Appraisal of CA-14379 at " or "Appraisal of CA 14632
at ," as appropriate, and the final section will be cited as "F nal

(oncl usi ons at
5/ The SOt contracts had general |y provided for an escal ating price paid
per kilowatt-hour (kW), starting at 5 cents in 1983 and i ncreasing to as
nmuch as 14 cents per kVH by 1997. The duration of these initial purchase
agreenents, however, was 10 years and by 1995 nmany had begun to expire.
In contrast, nmarket forecasts for current prices were 4 cents per kW for
1997, or less than 1/3rd the SOt contract price. See Apprai sal Report

at 49-50.
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FERC s "avoided cost” regulation; 6/ and, of particular inpact, CACs
subsequent ruling of Decenber 20, 1995, providing a bl uepri nt for the
conpl ete restructuring of the el ectrical uti lity industry in Gllifornia. 7/

After detailing the existing economc conditions facing the w nd
energy industry, the appraisal individually anal yzed various parcel s of
public | and managed by BLMin the San Gorgoni o and Tehachapi ar eas.

I nsof ar as right-of -way CA 14632 was concerned, the appraisal first
reviewed the history of the site and then concl uded that the hi ghest and
best use of the land was for wnd energy generation. See Appraisal of
CA-14632 at 8. It is inportant to note, however, that notw thstandi ng the
determnation that the highest and best use of the property was for wnd
energy production, the appraisal expressly noted that:

[ N ew cormerci al devel opnent of wnd energy is not currently
financially feasible. To ny know edge, it is not being privately
devel oped at any location in Galifornia. However, when an

exi sting power purchase agreenent exists for a site, the
situationis different. As indicated earlier in the report,
these agreenents are tied to a specific parcel and are therefore
part of the real estate. There are no new power purchase
agreenent s avai | abl e whi ch provi de purchase prices for energy
that nake new devel opnent feasible. However, the prices inthis
pre-existing contract [are] sufficiently high [8/] so that, both
new devel opnent and conti nued operation of the existing facility
are feasible.

| d.

Turning to the val uation of the right-of-way, the apprai sal chose
the i ncone approach in determning value. 1d. at 9. Wiile the apprai sal
noted that the | ease conparabl es indicated a royal ty range of between 2
to 7 percent of gross energy sal es, the apprai sal reconmended a royalty

6/ Southern Galifornia Edison (SO had chal l enged the BRPU on the grounds
that it required paynents to wind energy conpani es in excess of avoi ded
costs (i.e., the costs the utility would have incurred had it purchased

t he el ectricity fromanother utility or generated the power itself). n
Feb. 22, 1997, FERC upheld SCE s chal l enge on the ground that not all
reasonabl e sources of generation had been consi dered i n determni ng avoi ded
cost s.

7/ In brief, the GPUC ruling envisioned the establishnment of a spot narket
pool for the generation of electricity (denomnated as the Power Exchange)
as well as an Independent System (perator for operation of the conbi ned
transmssion assets in asingle Sate-wde grid. The establishnent of a
spot narket essentially nakes the avoi ded costs (see note 6, supra), the
spot nmarket cost. Because costs associated wth electric generation from
wnd energy are, at the present tine, significantly higher than those
associated wth the generation of electricity fromnatural gas, this tends
to place wnd energy conpanies at a conpetitive di sadvant age.

8/ The appraisal had earlier estimated that the prices paid per kW were
inthe $0.04 to $0.05 range. See Appraisal of CA-14632 at 7.
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of 3 percent of gross revenue, given the eroding market facing w nd energy
generation. Id. Inrecommending this royalty rate, the apprai sal
considered and rejected a flat annual paynent based on instal |l ed negawat t
capacity, arguing that conversion to a flat paynent systemwoul d not be
feasible until stable narket conditions existed.

The apprai sal al so examned the question of establishing a mni num
rent, noting that this was a particular "bone of contention”™ wth a
nuniber of holders. 1d. Pointing out that a tenant's underdevel opnent or
total failure to develop a site woul d negatively inpact the Gvernnent,
the apprai sal concluded that mininumrent should be set close to but
sonmewhat bel owthe | evel of royalties that mght be anticipated from
full energy devel opnent. This would both protect the interests of the
Governnent in obtaining fair value for the use of the land and provi de an
incentive to the | essee to naxi mze devel opnent of the right-of-way. The
apprai sal posited the followng formula for determning the mninumrent:

Mninmumrent = (The greater of installed capacity or
capacity specified in power purchase
agreenent) x (8766 Hours per year) X
(CGapacity factor of 25% x (3%royalty)
X (Power sales price of $0.04 per kW) x
(75 percent)

Id. at 10. Applying this formul a and assumng a 12,000 kWcapacity, 9/
the apprai sal concluded that the mnimumrent for right-of-way CA 14632
shoul d be $24, 000 whi ch equated to $2 per kWof installed capacity or $67

per acre. 10/ I1d. at 11.

The apprai sal of right-of-way CA 14379 general |y tracked that of
CA- 14632 wth one notabl e difference. Wiile apprai sal CA 14379 derived a
mni numrent of $16,000 per year based on an 8,000 kWcapacity (see note 8,
supra), which equated to $2 per kWor $39 per acre, the CA 14379 apprai sal
al so noted that, given the fact that this right-of-way no | onger had any
installed capacity, it mght be appropriate to reduce the rental rate by

9/ This figure was derived fromthe fact that the site presently had
10,895 kWof installed capacity and was aut hori zed to accommodat e 12, 320 kW
of capacity. Furthernore, the apprai sal noted that the power purchase
agreenent woul d al l ow the generation of an aggregate total of 20,000 kW
fromthis site together wth the lands wthin CA 14379. The apprai sal
accordingly allocated 12,000 kWof the total anount to CA- 14632 and 8, 000
kWto CA-14379.

10/  Though the Apprai sal Report provided a per-acre conputation of the
mninumrent, the apprai sal had expressly noted that rental arrangenents
where the paynents were based on the nurber of acres invol ved were rare
and that "in order to be equitable for both | essor and | essee, the paynent
for land use shoul d reflect the capacity that can be installed and al so the
capacity factor that is attainable wth conpetent nanagenent.” I1d. at 9.

148 | BLA 23

WAW Ver si on



| BLA 97-348

50 percent during repowering of the site "but only if firmplans wth a
fixed tine frane were presented.” (Appraisal of CA 14379 at 10.)

After the apprai sal had addressed each individual right-of-way
evaluation, it turned to an issue which inpacted the val uation of all of
the sites, viz., costs related to site rehabilitation of the Federal |ands.

Wiile admtting that the evidence fromthe private sector was

i nconcl usi ve, the apprai sal neverthel ess noted that "where data was
available on this topic, it appeared to indicate that the site
rehabilitation requirenents of the BLMare nore stringent than in the
private sector.” (Appraisal Fnal Gonclusions at 3.) The appraisal
proposed a detailed 8-point plan for dealing wth the problens of site
rehabilitation, covering both the economc costs of conpliance assuned by
the hol der and the desire of the Federal Governnent to assure itself that
rehabilitation would ultimately occur.  particul ar rel evance herein was
item4, in which the apprai sal noted:

I n an acknow edgenent of the potentially higher demands for site
rehabilitation security under BLMI eases conpared to the private
sector, the foll ow ng adjustnents shoul d be nade. For the next
five years, the mninmumrent and royalty obligations shoul d be
adj usted downward by one-third. A the sane tine, an anount of
noney identical to this dowward adj ust nent shoul d be placed in
asiterehabilitation trust account for that right-of-way. This
account should be interest bearing wth 30-year treasury bonds
bei ng the basis of interest calculations. In effect, the narket
rent wll be considered to be one-third | oner than expressed in
the previous conclusions in this report regarding the individual
right-of-ways. However, as a condition of benefiting fromthe
lower rent, a nandatory site rehabilitation savings account nust
be nai nt ai ned.

Id. at 4.

Fol l ow ng recei pt of the appraisal, BLMcontracted w th anot her
private appraiser, David J. Yerke, to provide an appraisal review The
Novenber 1, 1996, Apprai sal Review Report, which Yerke prepared, noted
that, subsequent to the conpletion of the original appraisal, the Sate
of Galifornia had adopted Galifornia Sate Assenbly B Il No. 1890, which
provided for the total restructuring of energy generation and delivery
wthin Glifornia. Wile the apprai sal reviewnoted that sone of the
anticipated effects of this | egislation had been considered in the
original appraisal (see Appraisal Review Report at 13), it al so suggested
that the legislation, as adopted, was likely to negatively inpact w nd
energy producers at a greater level than originally contenpl ated. 11/
See Novenber 1, 1997, Qover Letter at 5. The appraisal review stated:

11/ Wile this bill adopted nany of the principles originally contained
inthe CPUC bl ueprint, one naj or itemwhi ch was seen as exacerbating the
negative inpact of the changes on the wnd energy industry was the failure
of the legislation to make specific provision for recovery of transition
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The restructuring process pl aces w nd energy resource
coomtnents at a significant nmarket di sadvantage in terns of
bi ddi ng future power costs to the pool. Additionally, the
Assenbly B Il does not provide assurance of a forward conmitnent
to the wnd energy conponent of the renewabl es as it does for
each of the recited utility conpanies. Wnd energy is left to
conpete wth the ngjor utilities not only in power cost pricing
inthe grid but also wth all other "renewabl es” for the
restitution provided for wthin the B 1.

Id.

Faced wth the reality that the i nrmedi ate economc outl ook of the
w ndpower generation industry was bl eak, the apprai sal review suggested
that a royal ty-based annual paynent mght prove counterproductive insofar
as the continued viability of wnd energy production, especially in the
short-term was concerned. |d. at 24-25. This concl usi on was prem sed
on an assertion that royal ty-based paynents mght becone so onerous as
to cause abandonnent of sites and a recognition of the costs absorbed by
rights-of-way holders in mai ntai ning production records and by BLMin
review ng these records for accuracy. 1d. The appraisal review asserted
that "the mninumrent formul a established by the appraisal is the nost
credi bl e nethod avai |l abl e now and for the foreseeabl e future.” 1d. Wile
the apprai sal reviewnoted the "trenendous” costs of site rehabilitation as
delineated in the original appraisal, it nerely recommended that BLM adopt
a plan of action simlar to that outlined in the original appraisal. Id.
at 26.

In aletter dated Novenber 4, 1996, the original apprai ser provided a
brief followup analysis for the purpose of further examning a flat rate
| and-use paynent by the hol ders of the rights-of-way. He noted that the
"presuned’ advantage of such a systemwoul d be the ease of administration.

Assuming that BLMdesired to utilize such a system Herzog suggest ed t hat
the only nodification needed to his earlier formula would be to

elimnate the final "75 percent." 12/ (Letter dated Novenber 4, 1996, at
2.)

fn. 11 (conti nued)

costs as they inpacted the wnd industry. Instead, w nd energy producers
were required to conpete wth all other renewabl es for the "restitution"
provi ded under the legislation. Additionally, specific notice was taken
in the appraisal reviewof the decline in the cost of gas-produced
electric energy in recent years from4 cents per kW to between 2.5 cents
to 3.0 cents per kW (id. at 20) or, as it was later reported, to 2.0 cents
per kW (id. at 21).

12/ Wse of the 75-percent figure had been originally justified on the
ground that it provided a contingency al | onance for factors beyond the

hol der's control. See, e.g., Appraisal of CA 14632 at 11. Wy the change
froma 3-percent royalty to a flat mninumjustified deletion of this
conti ngency al | onance was unexpl ained either in the appraisal reviewor in
Herzog's Nov. 4, 1996, letter.
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Herzog poi nted out, however, that "[a] flat rate paynent structure does
not address the site rehabilitation cost considerations discussed in the
report.” 1d. at 3. 13/

By separate decisions dated April 8, 1997, SCID was infornmed by BLM
that, effective January 1, 1996, its rental paynents had been rai sed to
$31, 558 per year for CA-14632 and to $21,038 per year for CA-14379. See
Decisions dated April 8, 1997, at 2. These figures had been cal cul at ed
based on the anended formul a as suggested by Herzog in his Novenber 4,
1996, letter.

BLMjustified use of a flat base rent on four factors:

1. Sncetherental fornmula was applied uniformy, all wnd
energy R'Whol ders woul d be treated fairly and equitably.

2. By using a standard of operating at 25%of capacity, the
formul a provi ded an economc incentive to maintai n equi pnent and
operate efficiently.

3. The governnent and the hol der were not burdened wth an
end of year royalty reconciliation.

4. Sncetheterns inthe formula are fixed, the annual
rent for the use of public lands would not change until the RW
was reapprai sed. [14/]

Id. BLMadvi sed SCSD, however, that, even though there was no | onger any
need to conduct an end of year reconciliation, the holders of rights-of-
ways were still required to submt power production/revenue reports.

BLMnoted that, wth respect to CA 14632, SCSD owed a total of $63,116
for the 1996 and 1997 rentals, less $5,484.50 that it had paid for
estimated rental for 1996. BLMgranted SCSD 30 days in which to tender the
bal ance of $57,631.50. |Insofar as CA 14379 was concerned, BLMi nf or ned
SCD that it owed $21,038 for 1996 and 1997 rental s, |less $5,918 it had
paidinestimated rent for 1996. BLMal so granted SCSD 30 days in which to
tender the bal ance on this right-of-way of $15,120. Uoon receipt of these
two decisions, SCDfiled the instant appeals. Together wth its notices

13/ Herzog al so noted that "[f]or those sites not currently devel oped, a
reasonabl e rental rate woul d be 8 percent of the val ue concl usi on i ndi cat ed
inthe appraisal,” as opposed to the range of 8 to 10 percent which he
concl uded was properly applied to other sites.

14/ Wile BLMadmtted that it had authority to reapprai se rights-of -ways
annual |y, it assured SCSDthat it did not "expect to do so for several

years, unless the terns in the formul a change significantly.” 1d. BLM
noted, however, that "a repowering which increased the installed capacity
woul d justify recal culating the rent based on the new capacity.” 1d.
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of appeal, SCID requested that the Board stay inpl enentati on of the
deci sion pending resolution of its appeal. By Oder dated July 3, 1997,
the Board granted this request.

In each of its original statenents of reasons for appeal, SC3D
chal | enged both the apprai sal and BLMs authority to reapprai se the rights-
of-way at all. BLMresponded by pointing out that it had express authority
under 43 CF. R 8 2803.1-2(d) (1983) to adjust rental fees "whenever
necessary to reflect current fair nmarket val ue," and general |y argued that
the appraisal fairly val ued the subject properties. Before turning to
t hese i ssues, however, it is necessary to take note of a probl emwhich
devel oped whil e the matter was pendi ng before the Board.

By letter dated May 6, 1998, SC3D di scussed on-going efforts to
det ermne how nuch noney, if any, SCSD owed BLMfor paynent of back
royalties wth respect to CA14632. Inthis letter, SC raised three
separate issues Wth respect to its past paynents. Hrst, it asserted that
on two occasions (1993 and 1994) it had tendered both its annual rental
paynents and the full royalty wthout deducting the rental paynents al ready
nmade. Second, it noted that in 1994 it had conputed royal ties w thout
excl udi ng production generated fromei ght turbines | ocated on private
lands. Third, it noted that, despite the fact that it had relinqui shed
sec. 24in 1991, it had continued to be assessed for the acreage in that
parcel through 1997. SC3D concl uded that, because of the foregoi ng
problens, BLM in fact, owed SC3D $10, 828. 90 t hrough cal endar year 1998.

BLMresponded by letter dated June 11, 1998. HFrst of all, BLM
asserted that there had been no overpaynent of royalties in 1993 and
1994 because rent under the right-of-way was not deducted fromroyal ties.
Second, BLMrefused to allowany credit wth respect to energy production
occurring fromprivate | ands because BLMwas not responsible for this
error and "it isnot inthe public interest to re-calculate prior
royalties paid." Third, notw thstanding the foregoi ng statenent, BLM
agreed that SCSD had erroneously been charged wth the acreage in sec. 24
and BLMprovided a rental recal cul ati on whi ch adjusted for this error.
Lhder BLMs cal cul ations, SCSD owed BLMa total of $56, 546 through cal endar
year 1998. 15/

SCD took inmmedi ate i ssue wth BLMs assertion that rental s were not
to be deducted fromroyalties, pointing out that the right-of-way expressly
provided that "[t]he difference in the amount of rent and royalty shall be
due and payabl e annual |y on or before the 45th day after each anni versary
date of this grant” and noting that BLMhad, for over 12 years, cal cul ated

15/ The najor source of this large di screpancy between the two figures
was the fact that BLMdisal | oned any deduction for rent paid not only
wth respect to 1993 and 1994 but from1992 through 1997. It shoul d

al so be noted that these figures were conputed under the old rental rates.
Application of the newrental provisions would greatly increase SCD s

i ndebt edness.
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the royalties after the fact, subtracted the rental paynents al ready nade,
and invoi ced the renai nder. SCSD al so chal |l enged BLMs failure to all ow
any corrections wth respect to energy production fromprivate | ands,
noting that it was only seeking the rights which BLM itself, frequently
exercised to "go back as far intine as it wshes to correct mstakes in
its favor." (Letter of June 24, 1998, at 2.) It concurred, however, in
BLMs al | onance of a deduction for overpaynent of rental s based on the
failure to adjust the acreage wthin the lease to reflect the elimnation
of sec. 24.

V¢ recogni ze that this question of the anount of noney, if any, owed
by SC3Dis not presently pending before the Board. Nevertheless, a full
consi deration of the issues which are before the Board necessarily requires
that we address sone of the issues involved in this nost recent
di sagreenent and we do so fully expecting that BLMw || take our anal ysis
into account inits future conputations.

The rel evant | anguage of each of the rights-of-way invol ved herein
provided first for a flat rate rental which worked out to $14.40 per acre
and then provi ded as fol | ons:

In addition, the Holder shall pay the Lhited Sates a royalty of
two (2) percent of the annual gross revenues received fromthe
sale of electrical energy produced fromthe w nd resources, if
the annual rental paynent is less than this royalty. The
difference in the anount of rental and royalty shall be due and
payabl e annual |y on or before the 45th day after each anniversary
of the above due date.

See, e.g., Section B 7.(b) of CA 14379.

Admttedy, the |anguage of the provisionis not a nodel of clarity
and the fact that the royalty provision begins wth the introductory phrase
"inaddition" certainly makes it susceptible to msinterpretation since
it could be read as providing for a royalty rate added on to a flat rental
rate. 16/ In point of fact, however, when construed inits entirety, this
provision can only nake sense if the language is interpreted as providing
that the hol der was required to pay a either a fixed rental of $14.40 per
acre or 2 percent of the gross annual revenues, whichever was higher. This
interpretation is not only consistent wth the totality of the | anguage
found in this provision, it al so accords wth the consistent past
construction of the provision by BLMas nanifested in the record before us.

However, while we believe that SCSDis clearly correct inits
assertion that, if 2 percent of its gross annual revenues exceeded the
anount of noney tendered as rental paynents, these rental paynents were, in
effect, to be credited to its royalty obligations and, therefore, full

16/ Indeed, the Board's Qder of July 3, 1997, itself mscharacterized
this | anguage as providing for a fixed dollar rental "plus a royalty of
two percent of the annual gross revenues.” This interpretationis, as
explained in the text of this opinion, erroneous.
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paynent of the 2-percent royalty in addition toits rental paynent
constituted an overpaynent, SC3D has nade a fundanental error inits
assunption that the relinqui shnent of the land wthin sec. 24 had any
necessary inpact on the total anount of noney it was obligated to pay.
Wile it istruethat SCSDs mninumrental obligation wth respect to
CA- 14632 shoul d have been | owered to refl ect the decrease in acreage, the
reality is that, in each year, SC3D woul d have been in royalty status
because 2 percent of its annual gross was greater than even the erroneous
mninum Thus, except for those years in which its royalty obligations
were sinply not credited for the rental paynents, no overpaynent occurred
based on the failure of BLMto elimnate the acreage in sec. 24. 17/

[1] Turning to the decision under challenge herein, a nunber of
prelimnary points nay be nade. Notwthstanding SC3D s assertions to the
contrary, the regul ations under which the instant rights-of-way were issued
clearly provided that rental fees coul d be "readj usted whenever necessary
toreflect current fair narket value." 43 CF R § 2803.1-2(d) (1984).
Under such provisions, the authority of BLMto adjust right-of-way rental s
to adequately reflect fair narket val ue of the use of the | and has been
affirnmed nany tines by the Board. See, e.g., Rchard Ganpbel |, 137 IBLA
280 (1997); Southern Pacific Transportation G., 116 IBLA 164 (1990);

Janes W Smith, 34 IBLA 146 (1978).

In determning fair narket val ue of nonlinear rights-of-way, the Board
has al so noted that the preferred nethod is the conparabl e | ease approach,
provided that there is sufficient conparable rental data and appropriate
adjustnents are made for differences between the subject site and ot her
sites used for analysis. See, e.g., WlliamJ. Gl rman, 134 |BLA 375, 379-
80 (1996); Mchael D Dahner, 132 IBLA 17, 24 (1995). Hnally, the Board
has hel d on nunerous occasions that a party chal | engi ng an apprai sal
determning fair narket value is generally required to either showerror in
t he net hodol ogy used in determining fair narket value or, alternatively,
submit its own appraisal establishing fair narket value. See generallly,
\Voice Mnistries of Farmngton, Inc., 124 | BLA 358, 361 (1992); Hgh
Gountry Gommuni cations, Inc., 105 IBLA 14, 16 (1988).

17/ For exanple, in cal endar year 1994, SCSD tendered $10,969 in rental
paynents, even though it owed only $5,184 in rent, an overpaynent of $5,785
insofar as rent was concerned. |Its royalty obligation for that year (at

2 percent of its gross annual revenues), however, was $42,313.40. This is
the total anmount whi ch SCSD owed, regardl ess of whether its rental was set
at $10,969 or $5,184, because royalty at 2 percent was higher than the flat
rate rental at either level. S nce SCSD had al ready paid $10,969 in rent,
it oned $31,344.40 in additional royalties based on the royalty assessnent.
This is the anount it actually paid. The only difference which woul d have
occurred had the mninumrental been properly conputed was that SCSD woul d
have paid $5,184 in rental paynents and $37,129.40 in royal ty paynents.

Wii | e the conponents of its paynent woul d have changed, the net paynent
woul d renmai n the sane ($42, 313.40). Thus, there was no over paynent (as
SCD argued) nor was there any under paynent (as BLMsuggested) in cal endar
year 1994,
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V& note that, in accordance wth the foregoing, the i nstant apprai sal
was essentially based on the conparabl e | ease approach, utilizing a total
of 17 leases of varying degree of conparability. See Appraisal Report
at 157-64. The appraisal expressly rejected a rental determination based
on a flat acreage rate instead opting for a 3-percent royalty rate
under pi nned by a mnimumrental paynent based on the generating capacity
whi ch coul d be installed under current power purchase agreenents 18/ and
appl ying a capacity factor which was attai nable wth conpetent nanagenent.

See Appraisal of CA- 14632 at 9. The appraisal al so expressly rejected a
fTat paynent based on installed negawatts, noting that, while "[i]n a
stabl e market where high level s of certainty exist regardi ng production
level s and energy prices, a flat rent could be set wth equity for all
parties, [t]he Gdifornia situation hardly fits that description.” Id.
at 10.

The apprai sal valuation ultinmately adopted differed significantly
fromthe foregoing. Thus, notw thstanding the appraisal's explicit
repudi ation of a flat rent based on installed capacity, the appraisal
reviewand ultinately BLMchose precisely that approach. Wiile there was a
passing attenpt in the apprai sal reviewto suggest that this was done to
ease the financial burdens pl aced on w ndpark operators (see Apprai sal
Revi ew Report at 24-25), it seens clear to us that the prinmary, if not
excl usive, inpetus for this change was BLMs desire to sinplify its
col lection of fair narket val ue. 19/

Ease of admnistration is, of course, a valid consideration for BLMto
weigh in determning the appropriate nechani smfor assessing and col | ecting
fair market value. But BLMs admnistrative conveni ence cannot be al | oned
to override the statutory requirenent that the anount assessed nust be
saidto fairly reflect the narket val ue of the use permtted. And, inthis
i nstance, the anounts assessed wth respect to CA 14379 and CA 14632 can
sinply not be said to represent fair nmarket value for two discrete reasons.

18/ It shoul d be noted, however, that while the appraisal referred to

this itemas "installed capacity,” the figure used was not the actual
capacity as it existed on either right-of-way but rather the amount of
capacity whi ch could be all ocated to each right-of -way under existing

power purchase agreenents. In fact, however, while CA 14632 was assi gned
a figure of 12,000 kWof installed capacity and CA 14379 was assi gned a
figure of 8,000 kWof installed capacity, CA 14632 actually contai ned only
10, 895 kWof capacity while CA- 14379 contai ned none at all. See Appraisal
of CA- 14632 at 11, Appraisal of CA-14379 at 10.

19/ This poi nt was underlined by Herzog in his Dec. 4, 1996, letter, where
he noted that "the prinary advantage of this systemis perceived to be ease
of admnistration.” (Enphasis supplied.) And, it nust be noted, that the
theoretical advantage to the hol ders of a right-of-way which a flat rental
systemprovi des in easing admnistrative paperwork was totally vitiated

by BLMs declaration that, notw thstanding the fact that rental woul d be
determned by a flat rate, holders would still be required to submt power
product i on/ revenue reports.
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Frst of all, indetermning to swtch froma mninumrent/royalty
paynent to a flat rent paynent, BLM in effect, sinply increased the
mninumrental recommended in the apprai sal by 33 percent and utilized that
figure as the annual required rental. 20/ This was done by elimnating
the last itemin the mninumrental formula (75 percent). There is,
however, no justification in the record for this increase. As we noted
above (see note 12), the 25-percent reduction which this figure represented
was justified in the appraisal as a contingency al | onance for factors
beyond the hol der's control. There is no explanation why swtching to a
flat rent elimnates the need for such an al | onance.

Mre critically, the apprai sal had expressly noted that rehabilitation
costs were higher for all of the lands invol ved than they woul d be for non-
Federal |y owned | ands. To cope wth these additional costs, the appraisal
had suggested the establishnent of site rehabilitation trust accounts
initially funded by a one-third reduction in the annual royalty/rental
paynents for a 5-year period. No such provision was nade in the BLM
deci si ons under appeal .

V¢ recogni ze that this recommendati on was in the nature of a policy
determnation and that BLMwas not obligated to endorse it. |f BLMjudged
the proposal unw el dy or otherw se unworkable, it was free toreject it as
it deened appropriate. However, BLMwas not free to ignore the probl em
whi ch the apprai sal had highlighted arising fromhi gher costs attendant
to the rehabilitation of BLMsites. Such disparate costs nust,
necessarily, be reflected in |lower rents obtainable in the narketplace. If
BLMel ected to forego the establishnent of private rehabilitation accounts,
it was required to provide a downward adjustnent in the rental s assessed in
order to reach the true fair narket value. 21/ This BLMdid not do, and
this failure fatally conpromsed the determnation of the annual rental
paynent s.

In view of the foregoing, we have no choice but to set aside the
deci si ons appeal ed and renand the natter to BLMfor further action.
Mbreover, we request that any re-analysis of fair narket val ue address a
poi nt whi ch we have found troubling in our consideration of this appeal .
As our review of the record bel ow nakes cl ear, recent economc and
political devel opnents in California have dramatical |y depressed the
econom c outl ook for wnd power generation at these sites. So nuch so that
t he apprai sal

20/ Thus, while the mninumrent under the appraisal for all of the sites
(wth the exception of CA 26387, which had, at the tine of the appraisal,
nore than 5 years left of SOt contract pricing) was $2 per kWof installed
capacity, the rent charged by BLMwas $2. 67 per kW

21/ (Once the apprai ser determned that the costs of site rehabilitation
on BLM| ands exceeded those i nposed for other |ands, sone adj ustnent in
the rental assessed becane necessary in order to fairly reflect the val ue
that the BLMI| ease woul d have to a third-party, since, all el se bei ng
equal , properties wth higher inherent costs of operation are |ess
attractive (and, hence, worth | ess) than those wth | ower costs of

oper at i on.
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explicitly recogni zed that there was no realistic |ikelihood that any new
devel opnent coul d occur wthin the foreseeabl e future since the prices

whi ch coul d be obtai ned for new sources of energy woul d be prohibitively
lowunder the Sate of Gllifornia' s revised energy structure. See, e.g.,
Apprai sal of CA-14632 at 8. This change in the economc outl ook of the

w ndpower i ndustry has had the ancillary effect of lowering |and val ues in
the San Gorgoni o area, | and val ues whi ch had previously been rising based
on the possibility of using the land for w nd power generation.

Not wi t hst andi ng t he above concl usions, in eval uating the hi ghest and best
use of the land, the apprai sal determned that, in every case, the highest
and best use of the land woul d be for wnd energy production. This was
justified on the ground that, even though no new commercial devel opnent of
w nd power coul d be deened economical |y viable, the existence of in-place
power agreenents nade w nd energy production the highest and best use for
t hese ri ght s- of -way hol ders.

Wii | e we recogni ze the obvious reality that nost of these rights-of-
way are, in fact, producing w nd energy, the unusual economc situation
confronting the wnd energy industry in Galifornia seemingly limts the
ability to make the highest and best use to the specific hol ders who
possess exi sting contractual arrangenents. In other words, shoul d SCSD
abandon the energy field, the highest and best use of the land woul d no
| onger be energy production but rather would be |owered to reflect the
land's lowresidual value as vacant land. Indeed, as the apprai sal noted
wth reference to CA 14632, "[t]he physical characteristics, including
the high wnd present, nake this site unattractive for alternate uses."
(Apprai sal of CA-14632 at 8.) Wat concerns us is the question whet her,
in effect, use of the |and has been valued at its "special" value to
existing users rather than at its value in the general narket pl ace.

Such a val uation mght be deened a violation of a cardinal principle of
appraisal. See generally, Exxon Gorp., 106 |1BLA 207 (1988); American
Tel ephone & Tel egraph Go., 77 1BLA 110 (1983). Ve think that this is
a question whi ch should be further explored in the re-anal ysis whi ch we
have ordered above.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the decisions
appeal ed fromare set aside and the case files remanded for further
consi deration consistent wth the foregoi ng.

Janes L. Burski
Admini strative Judge

| concur:

RW Milen
Admini strative Judge
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